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Abstract
The quality of public finance (QPF) is a multidimensional concept. It may be regarded as
representing all the arrangements and operations regarding the financial politics that sustain
the  macroeconomic  objectives,  particularly  the  long-term  economic  growth.  Financial
policies at European level highlight the fact that a concentration of the public expenses in
areas that stimulate the economic growth and a more efficient use of the public resources
are key methods for sustaining the economic growth. The empirical proofs seem to support
the assumption according to which certain types of public expenses can supply incentives
and other can negatively influence the economic growth. The role of governments should
also be related to social security sustainability and also to public pensions sustainability.
There is a growing literature which supports the pension reform as a solution for the latest
demographic trends. Some recent analyses though, outlined the negative influence of the
financial  crisis  on  the  promised  returns  of  private  pension  funds.  The  authors  make  a
personal analysis, taking into consideration both point of views.
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1. Introduction
Discussing the  connection  between  public  investments  and  economic
growth means primarily clarifying the concept of “quality of public finance” .The
quality of public finance (QPF) is a multidimensional concept. It may be regarded
as representing all the arrangements and operations of financial policies that sustain
the  macroeconomic  objectives,  particularly  the  long-term  economic  growth.
Thereby,  the QPF  does  not  comprise  only  the  policies  that  ensure consistent
budgetary positions and long-term sustainability, but also those that increase the
production capabilities and improve the adjustment of economy to eventual shocks.
In order to achieve these results, the public resources and spending policies must be
used in an efficient and effective manner, supporting efficiently operating markets.
The different dimensions of the QPF, in a framework oriented towards
economic growth, indicate that their effect on the economic growth can take place
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1. the size of the public sector;
2. the level and sustainability of the financial policies;
3. the structure and efficiency of the public expenses;
4. the structure and efficiency of the public incomes;
5. fiscal governance – the fiscal administration (i.e. the contents of tax regulations,
procedures, organization of institutions) can have an effect on all 4 dimensions
mentioned above.
6. in addition, the public finance can influence the operating manner of various
markets as well as the economic environment.
The  conceptualization  of  the QPF  as a  multidimensional  framework  is
compulsory in order to reflect the complex relations with the economic growth. A
one-dimensional  approach,  such  as  the exclusive focus on public expenses’
influence on productivity increase, would be oversimplified by not considering the
heavier  tax  burden  these  expenses  require.  Therefore,  a  multidimensional
perspective helps avoid the “problem of omitting some variables”. It also highlights
the  fact  that pursuing  the  requirements  of  the  QPF, imposed  by  the  European
institutions, may  be  helpful  in  fulfilling  the  growth  objective.  For  example,  a
higher  efficiency  of public  spending  can  facilitate  the  assurance  of  the  fiscal
sustainability -  directly  through  additional  funds  or  indirectly through  a  more
significant  economic  growth,  in  case  this  efficiency  resulting  in  a  lower  fiscal
pressure. In a similar way, a less distorted structure of the incomes can have an
effect  on  the  economic  growth  and  can  also  contribute  to  the  attainment  of
sustainability.
2. Theoretical background
The aspects most claimed by the citizens of European Union states to the
public sector are the following (De Vlieghere and Vreymans, 2006):
- excessive regulation causes strong frustration, hindering the Europeans to hold
control  over  their  own  actions  and  social  behavior.  Thus,  overregulation  takes
away from the individual an existential and inalienable right that he or she has as
free and responsible human being.
- excessive volume and complexity of European laws – that surpasses by far the
human ability to memorize and observe – cause permanent servitude, legislative
insecurity, fear and guilt feelings.
-  excessive  interference  of  state  in  the  private  business  of  citizens  and  brutal
intrusions  in  the  financial  and  personal  privacy  of  these  ones  represent  severe
violations of the human rights and values.
- still, the main cause of unhappiness that the citizens of European Union member
states have is the excessive taxation of their work’s benefits. It limits the family
budgets, undermining the citizens’ ability to maintain them and forcing them to
participate in an endless race for survival.
- in the end, the high levels of taxes and charges undermine the social cohesion,
monopolizing the solidarity under the form of the social protection system. The
mandatory participation in a super centralized system deprives the Europeans of
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collection of funds in a mandatory solidarity system hinders the voluntary informal
solidarity that is more efficient and more real and replaces the citizens’ sympathy
towards those that truly need the help by a frustration feeling.
Empirical evidence show very clearly that the over sizing of public sector
and over regulation are the greatest obstacles in the path of progress and welfare of
Europe and that diminishing the size of administrative sector of European countries
at an optimum level is a very urgent matter. The main problem is the manner in
which  the  evil  represented  by  excessive  size  of  administrative  sector  may  be
fought.
At governmental level, they would be translated also into diminishing the
income acquired from taxes and charges. Unfortunately, this control method of
excessive  governmental  expenditures  is  not  efficient  because  governments  may
easily access alternate methods of financing the expenditures they make: the loans.
Diminishing the income from taxes and charges transfers the fiscal burden on the
next  generations  unless  accompanied  by  a  simultaneous  diminishing  of  public
expenditures.
Empirical  evidence  (Niskanen,  2003)  show  that  diminishing  taxes  and
charges usually leads to an increase of the size of the administrative sector and the
public debt on a short term. Consequently, if the taxation is diminished, the public
expenditures  continue  their  growth  trend  and  do  not  diminish.  The  obvious
explanation  for  this  phenomenon  is  given  by  the  permanent  increase  of  the
population’s demands in the area of public initiatives (achieved by the lobby), as
well as the incline of political class to agree to these demands. As consequence, as
the fiscal burden is transferred on the persons in next generations, that now are
unable  to  vote  and  are  not  represented  by  the  persons  that  decide  budgetary
policies, the demand for occurrence of new public initiatives will be greater. We
believe that the main idea, which is the basis of financial sustainability and inter-
generations solidarity, is that each generation should pay for its own consumption.
Consequently,  except  for  investments  that  have  effects for  several  generations,
acquiring new loans is unacceptable from a moral point of view. A strict budgetary
control is an indispensable aspect of any attempt to eliminate the over sized public
expenditure.
The most obvious strategy of diminishing the size of administrative sector
as percentage in GDP is the gradual diminishment of taxes and charges, at the same
time with maintaining the expenditures at the same level in real size by budget
freezing.  This  process  may  occur  in  conditions  when  the  tax  and  charge
diminishments lead to increasing the income from private sector, to increasing the
motivation for work and, consequently, it enhances the level of employment. These
elements determine economic growth, thus the weight of unchanged level of real
public expenditure will mean a diminishment of public expenditure level in a GDP
now in a positive real dynamics. Following this, the budget freezing is a correct
measure  of  limiting  governmental  expenditures  by  comparison  to  the  drastic
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In the last century, the public budgets grew faster than the economy on its
whole. Contrary to some generally accepted principles, there is no law of nature or
economic or political that would make mandatory the annual increase of public
sector or by which the evolution of its dimension copy the evolution of economy’s
growth pace. On the contrary, the progress in the last century led to a progressive
diminishment of poverty and thus, the population’s ability to rely on its own forces
grew, thus making that the less productive programs of the state become redundant.
A budget freezing does not mean a diminishment of expenditures, but just
a stop in their increase in real terms. Consequently, a budget freezing allows then
the  achievement  of  social  protection  programs.  However,  new  governmental
programs cannot be launched without eliminating other obsolete programs.
3. Empirical data
While the theory offers a framework for identifying the public spending
categories that stimulate economic growth, actually such an assessment is difficult
to be made. Theoretically, the public spending used for financing public goods and
for  mitigating  market failures as  well  as  the  negative  externalities promote
economic  growth.  In  an adequate  manner,  the  designations  of  public spending
might be, for example, creating the public infrastructure, ensuring the access to
loans  for  households  and  small  and  medium-sized  companies facing  liquidity
problems (by subsidizing interest rates), enabling them to invest in human capital
and in assets, or to create a social protection system if the market cannot provide it
through  its  own  mechanisms.  All  these  types  of  public spending  can  lead  to
increasing the labor and capital productivity.
Generally, as reality shows, the public investments have a higher marginal
productivity as against the public consumption. Still, these examples show also that
a basic condition for classifying the public spending as “lucrative” is the existence
of public goods, market failures and externalities, as well as the capacity of public
consumption to solve these problems without creating great economy distortions
(Gerson, 1998). Despite these methodological difficulties, empirical studies have
identified certain types of governmental expenses leading to a higher economic
growth. Consequently, the governmental expenses were divided according to their
economic or functional classification (or, in some cases, in a combination of these
ones).
When  the  economic  classification was  used,  the  results  of  public
investments were  mixed. (Gerson, 1998), who mentions a number of empirical
studies, states that the relation between total public investments and the economic
growth  was  found  only  in  few  cases.  More  recent  studies have,  also,  reached
inconclusive results. For example, Romero de Avila and Strauch (2003) argue that
the public investments have a positive effect on the growth in the European Union,
while Afonso  and  Furceri  (2008) did  not find  that  public  investments  have  a
significant impact in explaining the EU and OECD economic growth. On the other
hand, the public transfers and the consumption are usually believed as having a
negative effect on the economic growth. There are two possible explanations for
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reaching approximately 3% of the GDP, which limits its potential effect on the
long-term economic growth. On the other hand, the public consumption has a high
percentage of 21%.
Consequently,  the  empirical  studies  including  both  variables  in  the
regressions  made  on  the  economic  growth  have  better  chances  to  obtain  the
negative result of the administrative system size than the one due to the structure of
governmental expenses. Secondly, it seems that properly oriented governmental
expenses, and not particularly general public investments, stimulate the economic
growth. This result is reached by studies combining the economic and functional
classification  and emphasizing  that  investments  performed  in  certain  areas,
especially  in  transportation  and communications,  seem  to  be  connected
systematically to a higher economic growth (see Gerson, 1998).
By using a functional classification, the types of public spending that boost
economic growth vary a lot according to the sample used. Some studies revealed
that just education, research-development and the public infrastructure spending
stimulate economic growth, while others include also health, public order, safety
and environment protection spending (European Commission, 2008).
4. Social security sustainability a matter of concern for present generations
Social  security  sustainability  and  also  to  public  pensions  sustainability
seem to become real problems of nowadays economy. This frightening challenge is
occuring    due  to  ageing  of  population  but  also  due  to  migration  from  Eastern
European countries towards more developed countries. All these is definitly being
stimulated also by the unsuitable allocation of public expenditures as revealed in
the lines above and by less efficient governments.
Figure  1  illustrates  that  the  population  of  European  Union  is  ageing,
without any exception (old and new member states). This is due to an increase of
the population over 65 years old and a shrinking of the segment of population
between  0-14  years  old. The  highest  increase  in  the  segment  of  65 over  years
population is noticed especially in the  EU-15 countries, while the most significant
decrease in the 0-14 years population is noticed in the EU-12 countries.
The  international  financial  crisis  had  a  negative  impact  on  the  pension
systems, both on the first and the second pillar. It is true that, given the volatile
nature of the investments made by private pension funds, the second pillar was
more affected. While the second pillar was introduced for avoiding some specific
risks for the future of pensions, given the negative demographic trends (i.e their
sustainability and adequacy), this pillar is more affected by the financial risk at
which financial markets are exposed when a financial crisis occurs. Although less
affected, the first pillar is also negatively influenced by the financial crisis, once
with the reduction of the aggregate national income.Studia Universitatis “Vasile Goldiş” Arad                    Seria Ştiinţe Economice  Anul 21/2011 Partea I
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Figure 1: Rate of growth/decrease in the number of persons by age classes in the
old and new member states by EU (2001-2007) (%)
Source: author’s computation with data provided by Eurostat
In many of the European Union countries, especially in the new member
states, which have adopted/developed later the second pillar, the financial crisis has
raised questions in what concerns the benefit of moving to a mixed pension system,
in comparison with the former one, which relied exclusively on public pay-as-you-
go schemes. Some of them have even taken some concrete actions in this respect (it
is the case of  Slovakia, in which the workers from a new defined-contribution
scheme  have  been  allowed  to  switch  to  the  public  system;  in  Hungary,  the
government allowed the return from the private to public pillar for those who are
older than 51 in 2009; the three Baltic countries have temporarily suspended the
transfer of private contributions to the pension funds; in Poland, the government
reduced the contribution rate to the private obligatory pension funds in January
2011). Similar actions were taken in other Eastern European countries.
The  voices  which  outlined  the  difficulties  of  private  pension  funds
increased in intensity, making public the cases of some pension funds that were no
able to fulfill their promises regarding the return of the future pensioners or even
worse, some cases of pension funds that were very close to bankruptcy. In a recent
report of the OECD (OECD, 2010), it is shown that as far as concerns the OECD
states, the investment losses suffered in 2008 by pension funds have not been fully
recuperated yet. They state that “pension funds have only made up USD 1.5 trillion
of  the  3.5  trillion  decline  in  the  market  value  of  assets  experienced  in  2008,
although  2009  saw  substantial  gains in  investment  performance  and  a  slight
recovery in funding levels in some defined benefit systems. Outside the OECD
area,  pension  funds  apparently  suffered  less  in  2008  and  have  also  recovered
quicker in 2009, with asset levels by December 2009 surpassing those at the end of
2007”. In their study, they show that in some countries the pension funds have
acted in a countercyclical manner during the crisis, “engaging in large net equity
purchases  as  markets  tumbled  and  reducing  the  intensity  of  net  purchases  as
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found, which raises concerns over the funds’ long-term performance as well, as
their role as market stabilizers” (OECD, 2010).
5. Conclusions
The  conceptualization  of  the  quality  of  public  finance  as  a
multidimensional framework is necessary in order to reflect the complex relations
between the quality and the economic growth. During the last years, the ones that
settled  the  financial  policies  on  the  European  level  highlighted  the  fact  that  a
concentration of the public expenses in areas that stimulate the economic growth
and a more efficient use of the public resources are key methods for sustaining the
economic growth. The strategy established in Lisbon for the economic growth and
employment refers explicitly to both objectives.
By  using  a  functional  classification,  the  types  of  public  spending that
stimulate economic growth vary a lot according to the sample used. Some studies
revealed that just education, research-development and the public infrastructure are
areas stimulating the economic growth, while others include here the expenses in
the health, public order and safety and environment protection areas. In spite of the
negative effects of the financial crisis on the performance of private pension funds
and the measures taken by authorities in order to alleviate the budget tensions, the
reform  of  the  pension  system  must  be  continued.  While  the  financial  crisis  is
decreasing in its intensity, the current problems of adequacy and sustainability of
the pension systems remain. In order to prevent a reversal of the reforms made so
far, an important step that needs to be taken by the authorities would be to restore
the people’s faith in private pension funds and this particular manner of saving.
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